But what about market crises?
41

¨

¨

Markets are the problem: Many cri8cs of markets point to market
bubbles and crises as evidence that markets do not work. For
instance, the market turmoil between September and December
2008 is pointed to as backing for the statement that free markets
are the source of the problem and not the solu8on.
The counter: There are two counter arguments that can be
oﬀered:
¤

¤

The events of the last quarter of 2008 illustrate that we are more
dependent on func8oning, liquid markets, with risk taking investors, than
ever before in history. As we saw, no government or other en8ty (bank,
BuﬀeJ) is big enough to step in and save the day.
The ﬁrms that caused the market collapse (banks, investment banks) were
among the most regulated businesses in the market place. If anything,
their failures can be traced to their aJempts to take advantage of
regulatory loopholes (badly designed insurance programs… capital
measurements that miss risky assets, especially deriva8ves)
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IV. Firms and Society
42

¨
¨

In theory: All costs and beneﬁts associated with a
ﬁrm’s decisions can be traced back to the ﬁrm.
In prac8ce: Financial decisions can create social costs
and beneﬁts.
¤

¤

A social cost or beneﬁt is a cost or beneﬁt that accrues to
society as a whole and not to the ﬁrm making the decision.
n Environmental costs (pollu8on, health costs, etc..)
n Quality of Life' costs (traﬃc, housing, safety, etc.)
Examples of social beneﬁts include:
n crea8ng employment in areas with high unemployment
n suppor8ng development in inner ci8es
n crea8ng access to goods in areas where such access does not
exist
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Social Costs and Beneﬁts are diﬃcult to quan8fy
because ..
43

¨

¨

¨

Cannot know the unknown: They might not be known at
the 8me of the decision. In other words, a ﬁrm may
think that it is delivering a product that enhances
society, at the 8me it delivers the product but discover
aWerwards that there are very large costs. (Asbestos was
a wonderful product, when it was devised, light and easy
to work with… It is only aWer decades that the health
consequences came to light)
Eyes of the beholder: They are ‘person-speciﬁc’, since
diﬀerent decision makers can look at the same social
cost and weight them very diﬀerently.
Decision paralysis: They can be paralyzing if carried to
extremes.
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A test of your social consciousness:
Put your money where you mouth is…
44

¨

¨

Assume that you work for Disney and that you have an opportunity
to open a store in an inner-city neighborhood. The store is
expected to lose about a million dollars a year, but it will create
much-needed employment in the area, and may help revitalize it.
Would you open the store?
¤
¤

¨

If yes, would you tell your stockholders and let them vote on the
issue?
¤
¤

¨

Yes
No

Yes
No

If no, how would you respond to a stockholder query on why you
were not living up to your social responsibili8es?
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So this is what can go wrong...
45

STOCKHOLDERS
Have little control
over managers

Lend Money
BONDHOLDERS

Managers put
their interests
above stockholders

Managers

Significant Social Costs
SOCIETY
Some costs cannot be
traced to firm

Bondholders can
get ripped off
Delay bad
Markets make
news or
mistakes and
provide
misleading can over react
information
FINANCIAL MARKETS
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Tradi8onal corporate ﬁnancial theory breaks
down when ...
46

¨

¨

¨

¨

Managerial self-interest: The interests/objec8ves of the
decision makers in the ﬁrm conﬂict with the interests of
stockholders.
Unprotected debt holders: Bondholders (Lenders) are
not protected against expropria8on by stockholders.
Ineﬃcient markets: Financial markets do not operate
eﬃciently, and stock prices do not reﬂect the underlying
value of the ﬁrm.
Large social side costs: Signiﬁcant social costs can be
created as a by-product of stock price maximiza8on.
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When tradi8onal corporate ﬁnancial theory
breaks down, the solu8on is:
47

¨

¨

¨

A non-stockholder based governance system: To choose a
diﬀerent mechanism for corporate governance, i.e, assign the
responsibility for monitoring managers to someone other
than stockholders.
A beJer objec8ve than maximizing stock prices? To choose a
diﬀerent objec8ve for the ﬁrm.
Maximize stock prices but minimize side costs: To maximize
stock price, but reduce the poten8al for conﬂict and
breakdown:
¤
¤
¤
¤

Making managers (decision makers) and employees into stockholders
Protect lenders from expropria8on
By providing informa8on honestly and promptly to ﬁnancial markets
Minimize social costs
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I. An Alterna8ve Corporate Governance System
48

¨

Germany and Japan developed a diﬀerent mechanism for
corporate governance, based upon corporate cross holdings.
¤
¤
¤

¨

¨

In Germany, the banks form the core of this system.
In Japan, it is the keiretsus
Other Asian countries have modeled their system aWer Japan, with family
companies forming the core of the new corporate families

At their best, the most eﬃcient ﬁrms in the group work at bringing
the less eﬃcient ﬁrms up to par. They provide a corporate welfare
system that makes for a more stable corporate structure
At their worst, the least eﬃcient and poorly run ﬁrms in the group
pull down the most eﬃcient and best run ﬁrms down. The nature
of the cross holdings makes its very diﬃcult for outsiders (including
investors in these ﬁrms) to ﬁgure out how well or badly the group
is doing.
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II. Choose a Diﬀerent Objec8ve Func8on
49

¨

Firms can always focus on a diﬀerent objec8ve func8on.
Examples would include
¤
¤
¤
¤
¤

¨

maximizing earnings
maximizing revenues
maximizing ﬁrm size
maximizing market share
maximizing EVA

The key thing to remember is that these are
intermediate objec8ve func8ons.
¤
¤

To the degree that they are correlated with the long term health
and value of the company, they work well.
To the degree that they do not, the ﬁrm can end up with a
disaster
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III. Maximize Stock Price, subject to ..
50

¨

¨

The strength of the stock price maximiza8on objec8ve
func8on is its internal self correc8on mechanism. Excesses on
any of the linkages lead, if unregulated, to counter ac8ons
which reduce or eliminate these excesses
In the context of our discussion,
¤
¤
¤
¤

managers taking advantage of stockholders has led to a much more
ac8ve market for corporate control.
stockholders taking advantage of bondholders has led to bondholders
protec8ng themselves at the 8me of the issue.
ﬁrms revealing incorrect or delayed informa8on to markets has led to
markets becoming more “skep8cal” and “puni8ve”
ﬁrms crea8ng social costs has led to more regula8ons, as well as
investor and customer backlashes.
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The Stockholder Backlash
51

¨

¨

¨

Ac8vist Ins8tu8onal investors have become much more
ac8ve in monitoring companies that they invest in and
demanding changes in the way in which business is done.
They have been joined by private equity funds like KKR and
Blackstone.
Ac8vist individuals like Carl Icahn specialize in taking large
posi8ons in companies which they feel need to change their
ways (Blockbuster, Time Warner, Motorola & Apple) and
push for change.
Vocal stockholders, armed with more informa8on and new
powers: At annual mee8ngs, stockholders have taken to
expressing their displeasure with incumbent management by
vo8ng against their compensa8on contracts or their board of
directors
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The Hos8le Acquisi8on Threat
52

¨

The typical target ﬁrm in a hos8le takeover has
a return on equity almost 5% lower than its peer group
¤ had a stock that has signiﬁcantly under performed the
peer group over the previous 2 years
¤ has managers who hold liJle or no stock in the ﬁrm
¤

¨

¨

In other words, the best defense against a hos8le
takeover is to run your ﬁrm well and earn good
returns for your stockholders
Conversely, when you do not allow hos8le
takeovers, this is the ﬁrm that you are most likely
protec8ng (and not a well run or well managed ﬁrm)
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In response, boards are becoming more
independent…
53

¨

¨

¨

¨

Boards have become smaller over 8me. The median size of a board
of directors has decreased from 16 to 20 in the 1970s to between 9
and 11 in 1998. The smaller boards are less unwieldy and more
eﬀec8ve than the larger boards.
There are fewer insiders on the board. In contrast to the 6 or more
insiders that many boards had in the 1970s, only two directors in
most boards in 1998 were insiders.
Directors are increasingly compensated with stock and op8ons in
the company, instead of cash. In 1973, only 4% of directors
received compensa8on in the form of stock or op8ons, whereas
78% did so in 1998.
More directors are iden8ﬁed and selected by a nomina8ng
commiJee rather than being chosen by the CEO of the ﬁrm. In
1998, 75% of boards had nomina8ng commiJees; the comparable
sta8s8c in 1973 was 2%.
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Disney: Eisner’s rise & fall from grace
¨

¨

¨

¨

In his early years at Disney, Michael Eisner brought about long-delayed changes in
the company and put it on the path to being an entertainment giant that it is
today. His success allowed him to consolidate power and the boards that he
created were increasingly cap8ve ones (see the 1997 board).
In 1996, Eisner spearheaded the push to buy ABC and the board rubberstamped
his decision, as they had with other major decisions. In the years following, the
company ran into problems both on its ABC acquisi8on and on its other
opera8ons and stockholders started to get res8ve, especially as the stock price
halved between 1998 and 2002.
In 2003, Roy Disney and Stanley Gold resigned from the Disney board, arguing
against Eisner’s autocra8c style.
In early 2004, Comcast made a hos8le bid for Disney and later in the year, 43% of
Disney shareholders withheld their votes for Eisner’s reelec8on to the board of
directors. Following that vote, the board of directors at Disney voted unanimously
to elect George Mitchell as the Chair of the board, replacing Eisner, who vowed to
stay on as CEO.
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Eisner’s concession: Disney’s Board in 2003
55

Board Members
Reveta Bowers
John Bryson
Roy Disney
Michael Eisner
Judith Estrin
Stanley Gold
Robert Iger
Monica Lozano
George Mitchell
Thomas S. Murphy
Leo O’Donovan
Sidney Poitier
Robert A.M. Stern
Andrea L. Van de Kamp
Raymond L. Watson
Gary L. Wilson
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Occupation
Head of school for the Center for Early Education,
CEO and Chairman of Con Edison
Head of Disney Animation
CEO of Disney
CEO of Packet Design (an internet company)
CEO of Shamrock Holdings
Chief Operating Officer, Disney
Chief Operation Officer, La Opinion (Spanish newspaper)
Chairman of law firm (Verner, Liipfert, et al.)
Ex-CEO, Capital Cities ABC
Professor of Theology, Georgetown University
Actor, Writer and Director
Senior Partner of Robert A.M. Stern Architects of New York
Chairman of Sotheby's West Coast
Chairman of Irvine Company (a real estate corporation)
Chairman of the board, Northwest Airlines.
55

Changes in corporate governance at Disney
56
1.

2.

3.
4.

5.

6.

7.

Required at least two execu8ve sessions of the board, without the CEO
or other members of management present, each year.
Created the posi8on of non-management presiding director, and
appointed Senator George Mitchell to lead those execu8ve sessions and
assist in setng the work agenda of the board.
Adopted a new and more rigorous deﬁni8on of director independence.
Required that a substan8al majority of the board be comprised of
directors mee8ng the new independence standards.
Provided for a reduc8on in commiJee size and the rota8on of
commiJee and chairmanship assignments among independent
directors.
Added new provisions for management succession planning and
evalua8ons of both management and board performance
Provided for enhanced con8nuing educa8on and training for board
members.
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Eisner’s exit… and a new age dawns? Disney’s
board in 2008
57
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But as a CEO’s tenure lengthens, does
corporate governance suﬀer?
1.

2.

3.

4.

While the board size has stayed compact (at twelve members),
there has been only one change since 2008, with Sheryl
Sandberg, COO of Facebook, replacing the deceased Steve Jobs.
The board voted reinstate Iger as chair of the board in 2011,
reversing a decision made to separate the CEO and Chair
posi8ons aWer the Eisner years.
In 2011, Iger announced his intent to step down as CEO in 2015
but Disney’s board convinced Iger to stay on as CEO for an extra
year, for the “the good of the company”.
There were signs of res8veness among Disney’s stockholders,
especially those interested in corporate governance. Ac8vist
investors (CalSTRS) star8ng making noise and Ins8tu8onal
Shareholder Services (ISS), which gauges corporate governance at
companies, raised red ﬂags about compensa8on and board
monitoring at Disney.
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What about legisla8on?
59

¨

¨

Every corporate scandal creates impetus for a
legisla8ve response. The scandals at Enron and
WorldCom laid the groundwork for Sarbanes-Oxley.
You cannot legislate good corporate governance.
The costs of mee8ng legal requirements oWen exceed the
beneﬁts
¤ Laws always have unintended consequences
¤ In general, laws tend to be blunderbusses that penalize
good companies more than they punish the bad
companies.
¤
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Is there a payoﬀ to beJer corporate
governance?
60
¨

In the most comprehensive study of the eﬀect of corporate governance
on value, a governance index was created for each of 1500 ﬁrms based
upon 24 dis8nct corporate governance provisions.
¤

¤
¤

¨

¨

Buying stocks that had the strongest investor protec8ons while simultaneously
selling shares with the weakest protec8ons generated an annual excess return of
8.5%.
Every one point increase in the index towards fewer investor protec8ons decreased
market value by 8.9% in 1999
Firms that scored high in investor protec8ons also had higher proﬁts, higher sales
growth and made fewer acquisi8ons.

The link between the composi8on of the board of directors and ﬁrm value
is weak. Smaller boards do tend to be more eﬀec8ve.
On a purely anecdotal basis, a common theme at problem companies and
is an ineﬀec8ve board that fails to ask tough ques8ons of an imperial
CEO.
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The Bondholders’ Defense Against Stockholder
Excesses
61

¨

¨

More restric8ve covenants on investment, ﬁnancing and dividend
policy have been incorporated into both private lending
agreements and into bond issues, to prevent future “Nabiscos”.
New types of bonds have been created to explicitly protect
bondholders against sudden increases in leverage or other ac8ons
that increase lender risk substan8ally. Two examples of such bonds
¤
¤

¨

PuJable Bonds, where the bondholder can put the bond back to the ﬁrm
and get face value, if the ﬁrm takes ac8ons that hurt bondholders
Ra8ngs Sensi8ve Notes, where the interest rate on the notes adjusts to
that appropriate for the ra8ng of the ﬁrm

More hybrid bonds (with an equity component, usually in the form
of a conversion op8on or warrant) have been used. This allows
bondholders to become equity investors, if they feel it is in their
best interests to do so.
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The Financial Market Response
62

¨

¨

¨

¨

While analysts are more likely s8ll to issue buy rather
than sell recommenda8ons, the payoﬀ to uncovering
nega8ve news about a ﬁrm is large enough that such
news is eagerly sought and quickly revealed (at least to a
limited group of investors).
As investor access to informa8on improves, it is
becoming much more diﬃcult for ﬁrms to control when
and how informa8on gets out to markets.
As op8on trading has become more common, it has
become much easier to trade on bad news. In the
process, it is revealed to the rest of the market.
When ﬁrms mislead markets, the punishment is not only
quick but it is savage.
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The Societal Response
63

¨

¨

¨

If ﬁrms consistently ﬂout societal norms and create
large social costs, the governmental response
(especially in a democracy) is for laws and
regula8ons to be passed against such behavior.
For ﬁrms catering to a more socially conscious
clientele, the failure to meet societal norms (even if
it is legal) can lead to loss of business and value.
Finally, investors may choose not to invest in stocks
of ﬁrms that they view as socially irresponsible.

Aswath Damodaran

63

The Counter Reac8on
64

STOCKHOLDERS
1. More activist
investors
2. Hostile takeovers

Managers of poorly
run firms are put
on notice.

Protect themselves
BONDHOLDERS
1. Covenants
2. New Types

Managers

Firms are
punished
for misleading
markets

Corporate Good Citizen Constraints
SOCIETY
1. More laws
2. Investor/Customer Backlash

Investors and
analysts become
more skeptical

FINANCIAL MARKETS
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So what do you think?
65

¨

At this point in 8me, the following statement best describes
where I stand in terms of the right objec8ve func8on for
decision making in a business
a.
b.
c.
d.
e.
f.
g.
h.
i.

Maximize stock price, with no constraints
Maximize stock price, with constraints on being a good social ci8zen.
Maximize stockholder wealth, with good ci8zen constraints, and
hope/pray that the market catches up with you.
Maximize proﬁts or proﬁtability
Maximize earnings growth
Maximize market share
Maximize revenues
Maximize social good
None of the above
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The Modiﬁed Objec8ve Func8on
66

¨

For publicly traded ﬁrms in reasonably eﬃcient markets,
where bondholders (lenders) are protected:
¤

¨

For publicly traded ﬁrms in ineﬃcient markets, where
bondholders are protected:
¤

¨

Maximize stockholder wealth: This will also maximize ﬁrm value,
but might not maximize the stock price

For publicly traded ﬁrms in ineﬃcient markets, where
bondholders are not fully protected
¤

¨

Maximize Stock Price: This will also maximize ﬁrm value

Maximize ﬁrm value, though stockholder wealth and stock
prices may not be maximized at the same point.

For private ﬁrms, maximize stockholder wealth (if
lenders are protected) or ﬁrm value (if they are not)
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